CounciL COMMUNICATION

AGENDA TITLE: State Budget Updale
MEETING DATE: February 19, 2003
PREPARED BY: Deputy City Manager

RECOMMENDED ACTION: No action necessary.

BACKGROUND INFORMATION: Mayor Hitchcock has requested that the City Manager,
during each Council meetling, provide an update
regarding the State budget. During past meetings, the

City Manager has briefed Council particutarly on the status of the Vehicle License Fee (VLF)

and the backfili “trigger.” Attached for Council's information is a VLF update from Debbie Olson,

League of California Cities dated February 11, 2003 (Exhibit A). In addition, staff has attached

an opinion from Moody's regarding the State’s recent General Obligation bond rating (Exhibit B).

Although the City Manager has strong concemns regarding the VLF backfill, he is also focused
an the impending CalPERS liabilities and rising health care costs. He expects to discuss these
matters with his counterparts at the Annual League of California Cities’ City Manager's
Department meeling.

Funding: None

&Rk you,

Ja 3. Keeter
Deputy City Manager
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SUBIECT YLF Update

As was reporied Iast week, the governor called a press conference and announced he would veto
the VLF increase bill, AB 4X (Wesson). However, he also alluded to the possibility that the
legistation may not be needed and that the “trigger” may be pulled toward the end of the fiscal
year. The position we have conveved to the governor’s office on your behalf all along has been
that regardless of whether or not we need the legislation, the trigger should be pulled as soon as
possible because a delay loses the state $350 million for each month that the trigger is not pulled.

Apparently, the governor has two issues in mind regarding his veto of the VLF hill. First, he
would hlke to sce VLF packaged up with other tax increases he has proposed, such as raising the
upper tax bracket, an increase 1n the cigarette tax, and a one-cent increase in the sales tax. The
governor feels that 17 the VLF is passed now 1t weakens the chances for the passage of the other
revenie enhancements. Second, the governor is trying very hard to work with both parties in
both houses, thereby rying not to upset either party. Poiling has showed that a majority of
Caldfornmans feel that new revenues along with deep cuts would be a reasonable and fair approach
to solving the state’s budget orisis. Simtlar 1o Governor Pete Wilson mm 1991, we beheve
Governor Davis 1s trying to craft a package that {its the public’s view of fair and reasonable. The
other issue the governor has in the back of his mund 15 that the same polling has shown his
disapproval numbers in the mid 707s, one of the highest numbers of any recent governors.

Last week, the governor met privately with the Assembly Democratic Caucus to discuss the
budget, the VLF veto, and to fry and make amends with an increasingly upset caucus, Many
Assembly Democrats felt that the governor held them out to dry as they publicly supported a tax
merease, and with the governor’s veio will apparently be for no reason. However, an important
decision that came from the governor’s meeting with the Democoratie Caucus was that the
governor agreed to meet with Speaker Herb Wesson, and Senate President pro Tem John Burton
i a “Big 37 meeting prior to the usual “Big 57 meeting that normally takes place involving the
Senate and Assembly minority leaders, Wesson has not sent the budget bills, inciuding AB 4%,
to the governor as vel, hoping to still work out a compromise at thewr Big 3 meeting.

Apparently, the Big 3 will try to meet this week before Assembly Speaker Wesson and the
Assembly Democrats head to Oakdand for a two-day caucus retreat. Although the Assembly will
be shut down for most of the week, some decisions may be made during these meetings.

As the information, and rumors, come in we will immediately update vou on the progress of the

legistature and the administration.

As provided by the League of California Cities (Debbie Olson) — Februyary 11, 2003
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MOODY 'S LOWERS STATE OF CALIFORNIA GO BOND RATING TO AZ FROM AL;
LEASE DERT LOWERED TO A3 FROM AZ; RATINGS CON 2003 RANS AND CP AFFIRMED

$27.4 Billion in Outstanding Debt Affected. Outlook Reviged to Stable
State CA

Cpinion

NEW YORK, Feb 10, 2003 -- Heoody's has lowered the rating on $21.9
billion of ocutstanding State of California General Obligation bonds to
A2 {with a stable outlcook) from A1, and assigns this rating to the
state's upcoming $8%00 miliion general obligation bond sale. In
addition, we have lowered the rating on $5.5 billion in lease revenue
bonds from A2 to A3. These rating actions reflect the magnitude of the
imbalance bhetween the state's revenues and expenditures, and the
expactation Che state will not be able to sufficiently address the
imbalance in the upcoming fiscal vear - given the inherent obstacles to
reaching consensgus on solutieons to the problem.

Abgent a stronger than anticipated state and national sconomic rebound
thisg vear, we expect deficits to persist bevond fiscal 2004. As a
regult, the state will likely rely on rollover financing in the short-
rerm market Lo meets its cagh flow needs over the next 18 months to two
Vears.

TWHG-YEAR DEFICIT ESTIMATED TC BE AT LEAST $26 BILLION; GOVERNOR SEEKS
MAJOR CUTS AND TAX INCREASES

The governcer's fiscal 2004 budget propesal released earlier this month
seoks to address a structural deficit of $34.6 billion. The Legislative
Analvst'e Office (LAD) sizes the problem at approximately 58 billion
less, due both teo a slightly more optimistic revenue outlook and the
convenilons it usges towards projecting the spending bageline. The
deficit reflects the severe fall-off in tax revenue collections due to
the continued weak performance of the state and national economies and
the weak stock market.

The deficit is also driven by increased spending pressures attributable
primarily to rising health care costs. Bven by the LAO's accounting,
Lhe size of the deficit ig larger as a percentage of the annual budget
(nearly 23%) than any shortfall in California history, and among the
largest of the U.8. gtates. Dramatic budget actions will be regquired to
restore structural budget balance. The governor's budget proposal
indead seeks such dramatic actions, including expenditure reductions,
cost savings, and state-local program realignment to be funded with
dedicated tax increases. 1f adopted as proposed, these and other
actions would eliminate a significant portion of the state's budget
imbalance on an ongeing basis, greatly reduce its historic dependence
on highly volatile rvevenues, and significantly improve its liguldity
pogition. The major proposals include increasing taxes by more than
$8.3 billion; and «liminating the state's motor vehiocle license fee
(MVLEF)} backfill to cities and counties at a loss of §4 billion in
revenue for local goveruments in the current and budget years combined.

in addition, the goveyrnor's proposal would cut 54 billion in Medicaid,
whiclh the LAO has indicated would entail dropping 560,000 ineligible
Medi-Cal recipients from the rolls, cutting provider payments, and
rollback expansions of coverage to the working poor and aged and
dizabled. The proposal also includes a broad array of cuts to most
areas ©f state government spending.




The California state constitutional regquirement of a two-thirds
majority vote of the legislature o enact a budget will make reaching
political consensus difficult. Both the expenditure and revenue
proposals are expected to encounter strong coppesition from various
congtituencies, asg evidenced by the legislature's current strong
oppasition to the proposgal to eliminate the MVLE backfill. Given the
magnitude of the budget problem, the obstacles to crafting a solution
that solves the problem by the end of the 2004 fiscal year are
daunting. As a result, we see a strong possibility that cash stringency
and reliance on the ghort-term markets for ligquidicty will persist
bevond the end of fiscal 2004.

MIGI AND MIGZ NOTE RATINGS AFFIRMED

The proposed budget includes certain expenditure reductions and cost
savings that are projected to reduce the state's current vear shortfall
by approximately 54 billion, including 1.2 billion from the
elimination of the backfill, and $2.8 bhillion of spending reductions.
Legislative action will be necessary by June to achieve the 2003
financial targets. As previously indicated, the legislature has
rejectad the backfill proposal, but has reached agreement on
approximately $2.2 billion in spending cuts. Howsver, the expenditure
reductlon legislation also includes an MVLF increase - a proposal the
governor does not support. Because of the link between the expenditure
reductions and the fee increase, the governor has indicated he will
vete the legislation.

Despite the likely veto, Meoody's anticipates the legislature will adopt
various expenditure reductions, but the current year savings toe be
realized are likely to be lower than the governor's proposed targets.
As a result, the state's cash position at June 20, 2003 will be less
than the $1.57 billion balaace projected by the governor. Due to the
gtate’'s tight cash position, we see a high likelihood that the state
will need to issue revenue anticipation warrvants before the end of the
current fiscal vear. Moody's expects the state to need to size the
anticipated RAWs to fully retire any maturing 2003 RANs for which
gufficient cash is not available, and to cover its cash flow needs
through the first gquarter of fiscal 2004 should adoption of the fiscal
2004 budget be delayved as expected. We anticipate the state will
successfully place its vevenus anticipation warrants for such purposes.

In addition, we expect that sufficient current vear budget adjustments
will be made to allow the gtate to retire the $%9.5 bhillion notes
maturing June 20, 2003 with available cash from operations. 1In the
cage of the notes maturing June 27th, we expect the state will rely

on BAW proceeds to retire at least some portion of these notes. Based
on these expectations, Moody's affirms its MIGI and MIG2 ratings on the
stabte's 2003 HANs.

B-31 RATING ON P AFFIRMED

At this time, Moody's alsgo affirmsg its P-1 rating on the state’s
Commercial Paper Program, reflecting the state’s ability to issue
long-term bonds to take out the cutstanding paper prior to maturity,
the addivional liguidity for the maturing paper provided by a standby
purchase agreement [(SNPA) provided by a group of highly-rated banks,
and satisfactory legal provisions which ensure timely access to the
SNPA.




outlook

Moody s credit outlook for California's long-term debt is revised to
stable at the A2 rating. Despite the negative affect the under-
performance of the high technology continues to have on the Bay Area
sconomy, the state's significent economic diversity should enable the
state economy Lo kKeep pace with the nation over the near term. We
anticipate the legislature will take variocus actions during the current
legislative gession toe reduce the size of the current shortfall, but -
given the size of the projected structural deficit - not fully solve
the problem within the 2004 fiscal vear. As a result, the state will
nead to continue to rely heavily on the short-terw market to meet its
cash Tliow needs at least through fiscal 2004. However, while reliance
on the short-term market prasentsg a measure of market confidence risk,
Mocdy's expects the state to succesgfully access the short-term market
in the near ferm.

Addicionally, the stakle outlook is predicated on the expectation of
positive, albeit modevate, state sconomic growth by the end of the
current calendar year. Any further deterioration in the state and
national economies, or the legislature's inability to make sufficient
progress in addresgsing the state's structural imbalance during the
current legislative session, will necessarily place further negative
pressure on the gtate's current rating and outleook.




